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UNI-P FEconomics: Revenue Impact - Verizon

Plus Flus: Plus: Plus Total Less: = TFolal
Basic Local Service 5LC Vedtical serv.  Accessfintral ATA toll USF Retait Revenue UNE-P Revenue Lost
vZ Connecheut 1343 5.69 900 5.00 062 3374 2081 1293
nc 1278 3.87 900 500 057 Nz 1587 1535
Delaware 129 600 9.400 5.00 057 3186 16.03 1583
Marylangd 16.81 569 9900 500 0.57 kT 18.8? 1875
New Jersey 7 A7 800 9.00 5.00 057 78.04 1261 1543
Wesl Viginia 2900 600 9.00 500 057 1957 76.50 2307
Pennsylvania 1161 6.00 900 5.00 0S7 32.18 151 1707
Virginia 1764 600 9.00 5.00 057 B 17.07 6 14
Maine 6 35 6.00 500 500 057 397 1534 157
Massachysetts 16 85 600 900 500 ns7 42 1500 7N
Hew Hampshre 13186 600 40 500 ns7 3443 7h 54 889
Hew York 1145 600 300 500 ns7 31 6R7 12133 1978
Rhode lsiang iR 6.00 900 500 047 3535 2748 789
Yermont 1720 604 900 500 057 377 1385 \ 2397
Average/Totat 1247 5.95 9.00 5.00 0.57 3299 1510 L 17.89 |
Loop Local Switching Tandem switching  Shared transport
Urban Suburban Rural per port per MOU per MOU per MOU Avg. UNE.P
Conechrut 845 1203 1969 i 00872 0.0020 na 2081
nc H1 A1 LItE:A 1081 155 00030 N oMo 00015 15 87
Delawara mnor 1313 1667 223 000728 0.0007 00001 1603
Maryland 171 1285 2596 190 00038 0.0007 0004 1887
New Jersey 81?7 859 1092 073 00026 0.0013 00025 1261
West Virgnia 1409 220 4344 160 00072 0.0002 00067 2650
Pennsylvania 1125 1ag 1400 267 nom7 ).0n08 0001 15 1
Virgmia 174 15 45 7540 130 n00dt 0.0006 00001 1or
Mane 1144 1347 1875 094 00017 0.0022 10009 15 14
Massachussetts 754 1411 2004 200 00033 0.0012 00022 1509
New Hampshie 1401 15 B7 2409 2 00079 00016 00010 7554
New York 770 (R 1551 257 00014 na na 1733
Rhode Island 1t 19 1544 1913 186 60127 0.0012 00022 27 4h
Vermonl 172 B35 2163 1.03 00040 0.0009 00N0k 13185
Average 2.3 18.16 1.98 6.0026 0.0007 0.0008 1510
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UNE-P Economics: Revenue Impact - Qwesl

Plus: Pius: Plus: Plus. Total Less = Total
Basic Local Service SLC Verical serv.  AccessfAntral ATA toll USF Retail Revenue UNE-P Revenue Losi
Anzona 1318 500 800 h.00 0.56 3274 ) 2810 464
Colorada 1492 600 840 500 0.56 448 12 88 2160
Idaho 14 48 600 8.00 5.00 0.56 404 2244 1159
lowa 1168 412 800 500 056 9% 1715 12.81
Minnesota 14.36 489 8.00 5.00 0.56 28l 13.45 19 36
Montana 16.73 500 800 5.00 0.56 3629 2134 895
Nebraska 1923 516 8.00 500 0.56 3795 25.19 1275
New Mexico 10 66 &£00 §.00 5.00 0.56 30.22 2174 848
North Dakota 1769 50N AN 500 0 56 3725 22.90 1435
Oregon 1380 600 800 500 056 3336 70.66 12 10
Soulh Dakota 1965 600 500 5.00 056 3621 2354 1267
Litah 10 600 8.00 500 056 3059 1945 i
Washinglan 1250 547 800 500 056 31.98 1072 2106
Wyoming 20 b 00 800 500 n56 42 66 28.26 14 40
Average/Totai 1375 575 8.00 5.00 0.56 33.06 18.33 1473
Loop Local Swilching Tandem switching  Shared trans port
Urban Suburban Rural per port per MOU per MOU per MOU Avg. UNE.P

Arzana 18 % 3494 56 53 161 0.0028 0.0014 0 0NO0Y 2810
Color ado 541 123 32 185 00020 0.0020 00070 1288
Idahn 15 81 401 4092 [IRE gani7 0.0032 oonzz? 7744
lowa 1314 1564 N 115 00007 0.0047 00013 1715
Minnesota LER 1213 2191 108 00018 0.0013 00015 1345
Montana 2310 23un 2713 158 0 0007 00068 o015 27
Netwaska 1514 3505 1792 247 00007 00026 nonz? 7519
New Mexico 1775 2030 YR 1.38 00611 0.0016 nonig 2174
North Dakola 1478 2492 56 44 127 00007 0.0084 g0nad 2290
Cregon 1355 2570 5621 176 00013 0.0016 00050 2066
Soulh Dakota 170t 1854 8y i84 00035 00017 N4 7154
Ulah 1477 1776 2020 094 00026 000t 1 0009 19 45
Washinglon 641 1135 12.76 134 60017 0.0014 00027 mi?
Wyomng 1991 2694 313 264 00538 04016 0003 7826
Average 1217 19.86 un2 1.46 0.0017 0.0020 0.0014 18.33
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UNLE-P Economices: Caleulating the Impacl

2) Estimated Average Retai/ COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins

— Assumes residential wireline margins are equivalent to total wireline margins

3) Calculated Wholesale EBITDA Contribution

— a) mtimated average wholesale COGS and SG&A per line
Assume 5% avoided cost in COGS; 20% avoided cost in SG&A

— b) Compared this cost structure to revenue from wholesale UNE-P rates

COGS S.G&A EBITDA % of COGS % of 5,GEA Calculated
{% of sales) {% of sales) margins avoided avoided EBITDA margins
SBC 35% 25% 40% 5% 20% -24%
vz 3% 24% 45% 5% 20% -4%
BLS 27% 23% 50% 5% 20% 13%

3 UBS Warbure
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UNLE-P Economics: Profitability Iimpacl - BellSouth
Retai Profitability Wholesale Proftability
Gross COGS - Gross S,G&A exp. EBITDA | EBITDA Lost/ FCF FCF Lost/
COGS Profit 5.G&A exp. EBITDA 85% ofret COGS  Profit  80% of rel S.GEA  EBITDA lost | Revenue Lost lost | Revenue Lost
Alabara W L.E] PLY, 892 19 40 995 12 BA 714 573 1367 B3I 0% 904 55%
Floricsa 905 74 46 77 1675 853 810 §16 193 1482 45 /% 979 57%
Georgia 1079 2916 919 1998 1025 855 735 120 1878 BG §% 1741 51%
Kentucky 1104 208 41 045 1049 463 753 289 2334 88 9% 1543 59%
Lowsiana 913 7505 508 17 97 a0 14 06 647 760 997 79 4% /459 57%
MissIs sipp nn 030 955 2076 10 65 1117 764 348 1727 B5 A% " 56%
North Carohna 964 7608 Al 17 85 915 954 657 297 14 87 451% 983 Ah%
South Carohna 1013 2710 a63 1877 963 980 691 283 1587 85d% 1049 56%
Tennessee LR L] 7529 1497 17 33 8489 829 £38 191 1541 B5 A% 118 5%
Average/Taotal 9.78 26 45 833 1812 9.29 913 B.6T 2.47 1565 B3.3% 10.34 5%

a6 UBS Warhure
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Retail Proftability Wholesale Proftability
Gross COGS Gross S,G&A exp. EBITDA | EBITDA Lost! FCF FCF Lost/
COGS Profit S,G8A exp. EBITDA 95% ofrel COGS  Proft  80% ol rel 5,G8A  EBITDA lost | Revenue Lost lost | Revenue Lost

Conneclicut 1027 27285 795 1490 975 1105 636 469 1021 78 9% 675 52%

oC 950 2115 73 1379 503 684 588 094 12 B4 B3 6% B4R 55%
Delaware 9‘0 2159 751 1408 a2 681 601 080 1328 B19% 8177 55%
Maryland 1132 2519 B 76 16 43 1075 o7 ot 106 1537 84 7% 1015 56%
New Jersey 852 1895 BhY 1236 809 452 527 075 131 850% B67 56%
Wesl Virginia 1519 33 1176 2205 1443 1207 G 41 266 1939 84 0% 1281 56"%
Pennsylvania 980 2131 753 1422 ER]] 58 607 076 14 49 A4 9% 957 5%
Virginia 10 t2 2757 783 1469 961 745 61 119 1350 83 6% hy? 55"%
Maine 127 2508 R77 1636 1670 464 698 234 1869 86 7% 1235 57"
Massachusetis 147 PLER] 884 16 58 10 85 424 708 784 1942 87 0% 12 A1 57
New Hampshire 1050 PN 813 1523 9497 1557 650 907 617 694% 408 46%
New York agq? 2142 745 1397 914 319 59 277 1674 86 8% 106 577
Rhode Island 178 2400 835 1565 1024 1722 668 1054 511 64 8% 118 43%
Vennori 1153 NE7 893 1674 1098 289 714 475 2099 87 7% 13187 58%
Averagefotal 1005 n3 178 14.59 9.55 5.55 6.22 -0.68 15.26 85.3% 10.09 56%
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UNI-P Economics: Profitability Impacl - Qwesl
Relail Profitability Whaolesale Profitability
Gross CoGs Gross $,G&A exp. EBITDA ] EBITDA Losl! FCF FCF Lost
COGS Profit S,GAA exp. EBITDA 95% of rel COGS  Profit 80% ofret 5.GEA  EBITDA lost | Revenue Lost fost | Revenue Lost
Arizona 1126 09 805 1287 1070 17.40 644 1097 191 1% 105 23%
Colorado u 87 27105 848 1357 1178 i 160 678 519 875 86 8% 0w AB%,
Idaho 172 2176 837 1339 1113 "n 670 457 877 5 7% 183 A%,
Inwa 1029 H\n 735 176 ng 738 f 88 150 1026 B0 1% 56H4 4%,
Mianesots 1179 2096 B 06 12 90 1077 272 645 373 1hh3 85 9% ERL 41%,
Montana 12561 237 8493 14729 1188 1546 715 8132 597 66 8% 328 3%
Nebraska 1308 2420 935 1495 1243 1276 748 529 67 75 8% 537 A2%
New Mexico 1038 1928 742 1186 986 t188 593 595 591 69 8% 375 %
Norlh Dakota 1284 7385 917 14 68 1220 10.70 734 336 i 18 8% LY 43%
Oregon 1148 2132 820 1312 109 975 656 319 9493 18 2% 546 43%
South Dakela 12 48 207 8% 14 76 185 1169 713 456 970 76 % 53] 4%
Ulah 10 51 1352 751 1201 998 946 6501 346 856 7H 8% A7t 2%
Washinglon 100 42 786 1257 1045 028 628 -6.01 1857 87 4% 1022 48%
Wyoming 34 74 27 1053 1684 1400 14 26 842 584 1100 16 4% h 05 42%
AverageiTotal 11.38 2113 B13 13.00 10.81 1.53 6.50 1.03 11.98 B1.3% 6.59 45%

&% UBS Warbury
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UNLE-P Economics: Calculating the Impacl

¢ 4) Estimated Future Line Loss in Each State

— SBC: Lost 692K lines to UNE-P in 2Q, up from 358K in 1Q

- We believe roughly half of these were in June alone
- AT&T entered IL and OH in mid-June, CA in early August
- We expect line loss of Tmin Q3 and 1.2m in Q4
— Be.IISouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q
- Losing 100-120/ quarter to reseller in Florida

-~ AT&T in Georgia and is likely to enter Florida as well

We expect line loss of 300K in Q3 and 400K in Q4

— Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q

AT&T increasing marketing expenditures in New York
Announced entry into New Jersey in September

Expect to enter Pennsylvania in 4Q

We expect line loss of 230K in Q3 and 500K in Q4

&% UBS Warburg
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UNL-P Economics: What's the Call?

¢ Downgrading the Bells (BLS, SBC and V2)

— Expect the group to perform inline with the market over the next 12 months
— Dividend yields should provide a backstop on valuations
¢+ Economics of UNE-P worse than expected for the Bells
—  Will put additional pressure on Bell margins and earnings
— SBC and BellSouth are the most exposed
¢ Line Losses Will Likely Accelerate in 2H02
— AT&T and MCI
— No near-term regulatory relief expected
¢ Long Distance is Only a Partial Offset

— Local revenue is much higher margin than long distance

- To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers
for every UNE-P line added

¢ 2003 EPS Estimates are Too High
- We now expect 2003 EPS to decline 1.8%; the Street still forecasts growth

8% UBS Warhure
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Telecom Services

UNe-P: the Un-Profit

Regulation pressuring RBOC profits

Industry update I I
O A M-

RBOCs' core profit center is under severe attack from competitive
forces. Regulators have reduced UNE pricing such that CLECs are using
UNE lines to penetrate the residential and small business markets. In
our view, untii UNE pricing becomes more rational, the RBOCs will
suffer steeper profitability squeezes trom CLECs using UNE lines.

» CLEC penetration rising: By the end of 2001. according to the FCC,
CLECs accounted tor 10 2% of the naton's 192m switched lines. up
fram 7.7% 12 months earkier, a 32% increase in market share. Cable
telephony tines are increasing at a slightly faster rate than overall CLEC
ines. By the end of 2001, according to the FCC. cable ielephone lines
constituted 11% of CLEC lines (2.2m lines}. and 1% of all switched lines.

» Lost ILEC profits: ILECs lost 1.5m lines in the last six months of 2001
in the form of UNEs (unbundled network elements) ic CLECs, which we
estimate comes 10 S1bn in lost annualized sales, most of which is pure
prctit. in a six-month span. then, after taxes. ILEC bottom lines lost
about $325m in net income. ang $4.2bn N marke! capitahzation,
assurming a 13x P/E multiple. The Belis control about 34% of the nation s
incumbent access lines, so the RBOCs. primanty through UNE. lost
S4bn in market capitalization in the (ast nalf of 2001 The Bells currently
nave a $220bn equity market cap. meaning that CLECs concevably
destroyed 2% of Bell equity value in the R2 2001

» Some CLEC overbuilding: in H2 C1. CL®Cs gained 2.4m hnes. which
we beligve was created exclusively at the expense of the ILECs or
18000 lines per business day Some of these lines are lost 1o cable
tetephony or where CLECs build their own connections directly 1o
businesses in such cases, the CLEC has overbuilt. or completely
severed the connection between the ILEC and the customer, removing
the ILEC from 100% of their former revenue stream.

> Ratings: We maintain our Mold ratings on BellSouth Corp.. Qwest
Cemmunications, SBC Communications and Verizon Communications.

PLEASE REFER TD THE TEXT AT THE END OF THI5 REPOAT FOR DUR DISCLAIMER ANT
DISCLOSURES N RESPECT OF ANY COMPENDIUM REPQRT COVERING SiX OR MO:?%O‘I’:“E’::ILEZV ALL
RELEVANT DISCLOSURES ARE AVAILABLE ON OUR WEBSITE www tirkwresearch ccm OR BY CONTACTING
DRKW RESEARCH DEPARTMENT. 20 FENCHURCH STREET, LONDON EC3P 3D8

Online research: www.drkwresearch.com Bloomberg: DRKW<GO>
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Fegulators are forcing
unprohtabte resale pricing upon
the ipcal iIngustry through
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UNe-P: the Un-Profit

Investment summary and
conclusion

The concern isn't the CLECS: with a2 weak capital market, and tha techno bubble-burst,
the momey CLECS need 10 build out a local network 18 NOT available in the public or
bank markets. Iromcally, the impact of CLEC competition has never been more
NEGATIVE for REBOCs |we interchange the terms RBOCs and ILECs). Why? Because
the reguiators are foreing unprofitable resale pricing upon the local mndustry through
Unbundied Network Elements, or UNEs. What are UNEs?

UNEs are network ‘elements’ — switching, copper lines, data base hookups. fiber
trunks into office buildings. etc., that the RBOC 15 forced to lease to the CLEC. When a
CLEC uses UNEs INSTEAD of building cut its own copper lcops. switches, etc., it
avoids major capital expense, and ‘ndes’ the RBOCs investments made over
decades. When capital flowed treety 1o CLECs in the 1990s, CLECs took that money
and decided to build their own networks. Af the time that seemed to be a rational
decision: money would be availabie from Wall Street ‘forever’, and an owned network
would be more profitable than a leasec ore — eventually. Unfortunately for those
CLECs that overbuill over wide geographic territories, 1.e., the "X0s" of the world that
decided there was a business case for a ‘national - local' infrastructure that served {in
retrospect) way oo many cities. thereby never achieving density — the key to local
profitability — the capital markets dried up. Left. were the liouid competitors to the Bells;
AT&T and MCI {until now). who. over the {ast two years, have taken up UNE, or
leasing, rather than constructing a second local network. as the means 10 compete.
WHY?

AT&T and MCI are very concerned apout losing fong distance customerss to the
RBOCs. So even if UNE sn't as profitable as owning your own network, by being able
to offer local service promptly (which UNE enables) and at a decent profit {which UNE
enables), the long distance carners can combat long distance customer detection,
making THEIR foray into leasing local services more profitable by avoiding lost long
distance revenues, than an "XO" could have.

® Hence. the recent rapid entry into long distance by the RBOCs has been
accompanied by a rapid expansiorn of the use of UNEs by GLECs, principally
AT&T and MCI

P States rule over the Feds on local telephony. States have been widening the
UNE discount - to the detniment of the RBOCs ~ as a quid pro gquo to RBOC
long distance entry. Local profit margins are much fatter (45%) than long
distance margins (25%), so the current trade-off is a loser for the RBOCs.

? /N Dresdner Kisnwort Wasserstein
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The reguiators may atlow three
to four verticaily ana
nornzontally integrated
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P The discount has caused much more rapid CLEC UNE use. This was seen
most recently in California. where the CA PUC has recently ruled that S5C can
provide long distance (SBC stil must apply at the FCCj in the case of CA,
AT&T got lower UNE rates BEFORE SBC was able to get inte long distance
causing a timing-engendered loss as well.

Which reguiators? Well. first the FCC. which took the 1896 Act that did not specify
panicuiar UNEs or what price they should be made available at. The last FCC made a
long list of UNEs and set severe discount 'trameworks to those UNEs. Then the states
got into the act by setting the actual UNE rate. re. the discount from retail rates
cffered to an RBOC's customers. These discounts can be as high as 65%!' At the
margin. such revenue loss. accompanied by continued network costs. results in almost
one-for-one profit loss — thus, the UNE is highly profit-destructive.

The only saving grace Is that MC! has serious financial difficulties, and could be forced
tc abandon s UNE expansion pragram - to the Beils” benefit. In addition, AT&T. which
1S In much better financial shape, and can, we estimate, survive on its own for years,
could be bought cut by a Bell if the current telecom meitdown continues. In cther
words, the reguiators — the FCC and DOJ - may aliow the pligopelization of the
telecom ndustry. where there are three to four verically and horizontally integrated
providers. That s tnree to four oid Ma Beills.

P Forinvestors. we believe that the Bells are trading near historically fow multiples of
EBITDA, whicn 1s the most important barometer of value. in our view. However,
UNE is, at the margin. so value gestructive, that we would be HOLDERS, if and
urttil the regulators become mere reaiistic. And if they don't, shareholders might be
rewarded by a severe downsizing of MCI and/or absorption of AT&T by a Bell.
Conclusion: Hold

3 ¢\ Dresgre Kiemwoart Wassersten
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45 ot CLEC lines served
resinential ang small business
markets

“The cream skim” — business,
population density and
demographics

The current competitive policies favor rich residential customers. large businesses and
states with greater population density.

According to the FCC, 55% of CLEC hnes served medium and targe businesses and
government customers. In contrast, just 23% of ILEC lines served such customers.
Conversely, 45% of CLEC lines served residential and small business markets,
while over 75% of Bell lines served lower profit residential and smali business
lines. Businesses and government offices are more densely packed. and spend more
per access line than resigents.

Thus. the ILECs are left holding the 'bag - serving more of the costly (read:

gecgraphically dispersed) and lower paying line base. We view the ‘cream skim' as
one of the most compelling arguments that local competition regulation is destructive

and illogical.

Year-end 2001E CLEC line composmon

Figure 1: CLEC access lines, 1999-2001
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| Cable telephony penetration is
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Overbuild: 33%, but in key sectors much iower

Of the 33% overbuild percentage, we estimate tnat under 5% of residentia ines are
overbuilt ines. We believe this 18 a feling stabstic and pernaps the most imponant in
this report. in the US at year-end 2001, there were 134m residential and small
business access lines. The majority of overbuilt lines are business Ines. with a
concentration on medium and large sized businesses. Our view 15 that the current
rules forcing RBOCs to resell local lines to CLECs at very deep discounts are off
course. The goal of the 1996 Act was 1o create the environment for iocal
competition, not create iocal competition. Although seemingly subtle. this 15 a huge
distinction. The idea rs that to produce new. excling services and pricing programs
requires a competitor to provide new, exciting services. How can that occur if the
CLEC is reselling the RBOCs’ service? With only a 33% overbuilding rate, the desired
outcome of the Act is unaccomplished The idea was to give the CLECs a means 1o
build customer scale upon which they could then justity buifding their own network,
since this is an mdustry of scale. In pont of fact. the growth in UNE lines is
accelerating, gespite the fact that the base of CLEC customers 1s also expanding. With
UNE, the CLECs are merely behaving as rational decision makers. if it's cheaper and
iess risky 10 resell rather than build, then resell is the answer. Unlike the long distance
industry, which 1 tess of g natural monopoly since it takes just severalbn dollars and
two 1o three years to build a national network, except for the cream of the business
market and the cream. : e.. demographicaliy desirable {read: rich homeowners who
can buy many services; residential market. a new national local network is unlikely to
emerge. We won't get mto "what ifs.” but under a more rational local competitive
framework, overbuilding might have occurred to a greater extent.

Sinking the sunk costs

Overbuilding erases any revenue contribution from former customers or prospective
custorners that would have used a Bell if an overbuilding CLEC wasn't around. It fully
'strands’ the hnes’ assets The business base is easter to overbuild because they are
located in office puildings and otherwise packed more densely. So lhe ‘cream skim’
has peen accompanied by the ‘overbulad  “nal i1s. tor years, CLECs such as Time
Warner Communications AT&T Busimess and WorldCom's MFS (although we believe
one of WCOM's downfall was 1ts mabiity 10 leverage the MC! long distance base and
‘backsell’ an MFS local product intc il nave been bu:dlding therr own trunks into
business locations. either fully bypassing the ILEC. or perhaps renting mimimal network
subsegments sfch as tne last ink into a burlding. Now, cabie telephony is copying the
CLECs on the residential side. By piggybacking onto the cable television network, they
found an economicai way 1o overbuild the less dense residential tase, a danger 1o the
Bells that have concerned us for some tme. FCC statistics show cable telephony
penetration increasing even faster than overall CLEC penetraton. and AT&T
Broadband reported in Q2 02 that. for the first time. its cable telephony operations are
EBITOA-positive, validation that a means to ‘crack’ the natural monopely in the local
residential market exists it still takes a lot lenger to depioy a cable telephony line than
a UNE line. Thus, cable telephony is probably impacting res.dential fines’ margins, but
not taking significant market share yet

5 £ Dresdner Kienwort Wasserstein
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UNE-F has mace it possible for
AT Tano MCI to compete in
the resigential arena

UNe-F: the Un-Profit

The bottom Line 1s that competition comes in tweo flavors: reselling the RBOCs' network
or overbuildng The Bells argue that low UNE rates. which can force an RS0C to
resell a local ine to a CLEC such as MC| "Neighborhood™ for as much as 70% off of
retail. aren't s¢ bad because they at l€ast provide some revenue acress a higr fixed
cost structure Also, since the line 15 deployed already {sunk cost). anc only minimal
cash is requeired to operate that ine, an RBOC would select UNE 1o overbuilaing as the
lesser of two ewils. We agree. However, with overbuilding now taking place in the
business and residential ends of the local market. we expec! that the vaiue of the
RBOCs' piant. 1.e., their sunk costs. are falling, and that plant write downs loom.
Again, the overbuilding is concentrating in the large business arenas and wilt occur for
ptant that serves large businesses, not the residential market.

Resaie: 22%, down from 43% two years earlier

Resale is uneconomical for CLECs, so they are dropping resale [ines or changing them
10 a UNE-P "lines” regime. which are functonally equivalent, but add 20%.-40% points
of gross marginto a CLEC,

Figure 2: UNE vs. resoid lines, 1999-2001

10,000 9.461
$.000
8 000

7822

7 000

6.000 5274
% 000 .z 5098~ 2388
Tor 4,417

4.000 L 4021

Access Lines (000s)

3.000
2.000
1000

Dec 99 Jun-00 Dec-00 Jun-01 Dec-01
—— UNE Lines  ~ Rescld Lines

Ay U FL L POLT

Source i CC

UNE: 47% (34% at YE 1999) - erased 2% of beli equity?

The UNE platform is growing rapidiy in use. To the CLEC the only difference between
reselling and UNEs 1s the cost. In fact. UNE 1s nothing more than resaie with 2-3x the
discount, which comes t0 a 35%-60% discount. UNE-P has made it possible for AT&T
and MC! to compete in the residential arena Because it is 100 costly to build out iess
dense residential networks, UNE-P resale (and cable telephony overbuilging) are
being used to penetrate the residential and small business market According to the
FCC. CLECs served 4.6% of those markets at the end of 2000, and 6.6% of such
markets by year-end 2001 There were 9.5m UNE loops at year-end 2001, up from
8m six months earlier. About 61%, or 5.8m lines, were UNE-P lines that inciuded
switching, and the rest (3.7m) were UNE loops. where the CLEC just leases the

6 ¢ Dresaner Kieinwort Wasserstein
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Wireless displacement is not
only affecting primary access
lines. but 15 having a
gevastating effecton RB C
secena lines

mechanism to aliow competitors 1 tuild up a iarge engugn base of customers — extnes
through UNE elements or resale tc THEN ustity building ther own network.

Regulators forgot to notice that wireless is local
competition, {00

In its July 2002 Local Telephone Compettion report, the FCC reportec that US
wireless subscribers increased from 79.7m at year-end 1999 to 122.4m by year-end
2001, or a 23.9% CAGR. With wireless carners offenng big bucket minute plans
including features like Caller ID and free roaming, wireless phones are replacing
iandiines tor many consumers. As wireless companies continue to buiid out their
networks and improve service quality, wireless aisplacement will increasingly displace

RBCC landhnes

Wireless disptacement 1s not only attecting primary access lines, but is having a
devastating effect on RBOC second lines. Second ine growth for the RBOCs is
dechining rapidly. prnmarily as a result of wireless displacement of these second lines.
For example. BLS reported a Q2 02 second iine YoY growth decline of 10.6%. while
SBC's second lines declined 8.7% YoY in Q2 02. Historically, second lines have
increased as much as 15%-20% YoV, and just two guarters ago we estmate that
these second line were declhning approximately £°-. If we estimate that the RBOCs
combined for 17m second lines at year-end 2001, and each second line generates $5
per month with a 65°. EBITOA margin, then S633m of EBITDA was generated from
RBOC second lines in 2001. This $633m of EBITDA is in danger of being reduced by
1C% per year. pnmarly due to wirgless displacement.

End result

$1.4bn decline over last year
Figure 3: RBOC local wireline
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UNe-P: the Un-Protn Fooapnior

Regulators hurting consumers in long run

The combination of very effective locbbying on the pant of small and farge (read: AT&T}
CLECs. and 2 democratic *CC (thought to be friendly to long aistance and CLECSs. not
RBGCs) prodaded the FCU to create the UNE-Piatiorm. or UNE-P. The FCT oecided
that UNEs shouid be priced at a theoretical level, that 16, what would it cost for a brand
new iocal network to add an access hne. The assumptions inciude state-of-the-an
networks throughout. and perfect capita! and man-hour deployments, In other words,
we belleve these are imaginary, non-tustorc: therefore, in our opinion, this 1s an
unreasonable way to regulate an industry. Another related issue 1s that of regulation
altogether. In tne 10 years of covenng this industry. reguiators have, In our view, taken
an exponentally more involved role In the “day-to-day” decisions about priging,
mergers, service offerings. inter-carrier relationships, etc. than before the 1996 Act, It
wasn't supposed to turn out that way. Regulators have moved 1o an active stance 1o
redesign the industry. from a passive stance where carners knew the rules and
operated freely within them. They knew what their returns would be, and didn't have to
make the very risky types of investments RBOCs have made in the past few years to
compensate for the loss of growth in the core business that has destroyed shareholder
vaiue. On top of that the regulators have had the nerve to regulate the newer high-nsk
capital return projects such as DSL. Now every carner move is scrutinized by a state or
FCC heanng. slowing down the communications revolution of the late 1980s. In the
shert run, the consumer wins with these aruficially iowered local rates. In the long term,
the consumer wili sufter as ILECs cut therr capital budgets by 30%, which will produce
fewer services. rmore network outages. and crummier customer service. The regulators
don't understand that the local industry. unlike the long distance industry, is the closest
thing in telecoms to a “natural” moncpoly Wireless, long distance and undersea
networks cost less per DS-0 to builld. and are constructed in a matter of months or a
year or two, not the many years it takes to buid a loca! landline netwerk.

9 N Tresdner Kiemwon Wasserstein




1

UNe-P: the Ur-Profi

21 August 2002

v/e'08s
66 68%
8C9 v
9/0'9r$
{wgsn)
“dea

L]

¥
FbE
Yol €9
Yal'E
foe)
PIaIA

bS 1§
Q0+ ¢
v5 1S
08 o
I§sl
Mg

pu)

VN

VN

¥iN

VN

{40}

#)es 1B
-G 153

XL QL xp QL
XG L1 %0 &L
WIN N
X Lp X6 1Y
06T 32002
[x} anes /4

[ ]
. ‘\ _— - e DEABISS MR | SO P B | Sty
ATt e Sl e 20V A B U1 ST Buoy € Sy Sym] |« T
¥3 0l H 0% G20% S1E$S  90ES  O0ES 1092 66593 990 QO9ES OF LES ZA (1) suonesunuwo) uozusp, PIot
Xg 1L 550% 650% 1P S 1L ES SECE 0222 0S5/4E D90 006ES B9 /¢t 0ES (1} suoleaunuiwon Hgg PIot
X065 G10% BOO% Qv 0% £50% S0 0% 20v$ 00ved 290 0028 S5 O SUDHEIUNWIWO |SamD BlCH
X5 1L £50% 6508 2% 1 2% 1c eg 0L02% S6drd 2=0 CQOECE 05488 S 07y YInosag DIOH
ViooZ ¥sd wan oBe iy 3eD0C 3E00Z YIBOZ Mo ybin wak (¢Sl Buypz  joquwis dundwoy  Buyey
$sn) sd3 "Map {50 a12ys Jad s6unizy 1$sn) vaam 2g ieasly s ssn ,

L B B ~ o yabie FETR
ssisnun sbuluiea 308 UIRISI9SSEM, Homuia)y 1eupsaig t anbiy
' -~ ¥ fam ' ] - - [ [*] - - - ua ! - i ! ("N} -

£ Dresaner Kieinwon Wasserstein

(]
-

A TR ey .



i

21 August 2002

UNe-F: the Un-Profit

Y e sl

R DR

i

£ Dresaner Kieinwort Wassarstein




- 21 August 2002 UNe-P: the Un-Proty .

Lo
N
r Mr. Roberts has a long position in the common shares of SBC Communications and Verizon Communications.
, DrKw is a tull service firm tha ofters many services and products to & wide variety of clients. The reader should assume that DrKW has
received of may receive compensation for those services with respect 1o any of the companies mentioned herein,
r -
The repon has been prepared by Diesane - Kienwon Wassergiein by the spechic legai ent'y NAMEd or [Ne COVEr Cr INSe COVe' Dage
The wiews expressed In this researcr 1epoft accurately refier! e rasearcn analvsT S-anaNSTs OWR views AD0UT INE SECUFMIES ANG COMPANIes MENTIONGE 1 N 1£por
L
Uniled Kingdom Tric seport is 4 communication made or approved for communication .n the UK by Dresdner Kienwort Wasserstein Securmes Limiled 11eguidied by the Financial Senvices Autnosm,
ana d Mempe: 7w of ihe Londor SIoCk LACMANgE & GIIeCieq exclusiven v marke' CoUNlerpares and mieimadile GUSIOMSNS 1 15 MOt QIIECIST &' Divale CUSIOMENs ant am mvesimenls o
- SENVIces 10 which he "2port may reiafe are nol avalabk 10 private cusiome:s Ne persons olnes Inar a markel Countersany o an INtermedule cuslomer should read Of rely On any IO aNGE. 1 s
o tepor! nesane Klemwort Wassersten Secunhes L imired goes not deal 1or O 40vise o Olherwise oHer any invesiment seances 1 prv@ie CusSiomers
European Economic Area. Wnere Inis repor nas beer proguced by a lega enfiry oursige of the EEA the repor nas bDeen fe issued by Oresdne’ Kieinwon Wassetsler Securies Limeg for
_ arstriugticm ;e e EEA
¥ Unied Stales Wnerc ihm report has been approved for disinbuton inthe US sucr gisinounon s by efne!
o [Jresdner Kiginwor Wassersier Secunbes | LG iDrkWs . C
- " Dresdner Kiinworn Wasserstenn  Granichester inc (DWW G
r {In By omne  Dresaner Kienworl  Wassersier  companes . UR  nstiluhona  inwesitors  ana Maior US  instiutional  nvestors  onn N each case
DikwWe (1€ angor DKW G accepls responsibility [or This 1epor in Ihe US Any 1S persons wishing 10 eflect a Iransachien thiough Chesdner Kienwoil Wassarsigir i any
securly mentoned in this repon Mmay oy do so Througr DIKWE LT 1cepnone (-1 212, 426 2000 of Drkve 5 telephone (-1 212: 968 2700
; Singapore Inis report 1s being distnouted in Singapate by Dtesaner Bank AG Singapore Branch 1o chems who tal wimic the deschplion of persons ir Regulalion 44 (D} (1 10 tin of the Secunnes

INQUStry F2gUiatons

Hong Keng' Thi repor 5 peing disinouted in Hong Kong by [resaner Bank AG Hong Kong Branch 1o persons whose busingss involves The acquision disposal o hakling of secutilies

Japan Wiere ‘it repon 1§ being OINDUTeS 10 JAPAN Such iSiNbulion 18 Dy erne | Lhesdne’ Kenwo'l Wassersier uapan, Lonined Tokyo Branch ([ WW,J1 10 sapahesy Ihweslors excluding

privale Cusiomers of 1 other Liresdnel Kleinwor! Wasserstar companies o entties 1taling within Amhicie 2 Patagrapn 1 ol the Cabinel Didinance lor Enlorcamen of The Fotaigh Secutties Firms Act

Ary Japanese Detsens not fallng withir: 1 wishing to eftect a iransachion Througn Dresdner Kieinwor Wasserstein in any securty mentoneg in ths repor m: y onk 9 $o0 through DKWL) telephone

1- 8713; 5453 G500

14 the mormahon and oLimns (1 1hs reporl conshiyle wudgmen' as at 1he care o' This tepwi! @nd are subjed 1o change wilhour nolice Any pnce targets shown lor compangs oiscussed n ths repon

mav hot oo acnieved due lo mullipks nsk tactors inciuding withou! mfalior marke! volaiit, Seclof volatity corporale achons the unavanabimy of complele and accurale ntormation ana or the

subsetuen’ ansprahon thal underyifg assumplon: mage by LrKW or by offher sou'Ges ceied upor 1~ Ne 18por were nappesde Diesdne: Kinwor 'Aassarsion and:of any o s chienls May

LNGEMAKE O Nave unOenaker ':ansammons tor their own accoLnt Ik the secyntiet mentoned in 1his tepor or any related INvestments prior Lo vou! tecerpt of 1 Dresdner Kieinwart Wasserstein may

' POy il T eSTTent DANKING SEnICces (Including winoul imiancn colpiale hnance services o0 sulcr such busness 10r the s5S5uefs of the secuhiler menhioned n trs repor ang may [rom hime (o tirme
parpate of sives! In commercial Banking Nansaclions tnciuding winow Mildlan loans with 1he rssuers o1 Ihe Secutibes mantioned 1n fhie repert Acrordinghy  inturmation may be Bvadabie 10
Zresuner Keainwer Wassersterr wnich is not rehected in this reporl Dresgner Kienwor: Wasserster ang s areclors officers represeniatives ana empiovees may have positions in of optains on lhe
securibgs menloned o IMs report of any raidled Invesiments or may buy sell or offer 10 buy o S&ll SuCh Securims o' any (9ialed INvesiments as DHACIDGl Or agent oh he opar Marke! o otharwise

r Thig 1epen aoas noi CONSHite OF form AN 6! ANd SNOUK) NOt be consirued as %y ofter 10° Sale Of SUDSCIIPTION O & any myilalion 1o oMer 1o buy o subsenbe 101 amy securmes not should 1 or any
pan o Floom ine pas:s 0! of be rened 00 1N ANy CONNEChion wih any Conllacl or commemen: whatsoeve: The micrmalion anc epnons contamed in 1his report nave been compied of armved at roem
SUUTCes Di-eved ' e rasable and in good faith bul no replesentabon or waranty express or mplied & Mace as (o ther accuracy Compialeness o congoiness [resgner Kieinwon Wassersien

' ACGEDIS N labiuly whalsoaved 101 Bny direc! O CONSBAUBNIa! 0SS or damage ansing from any use of 1his reDon of Ny Conlerts Whist Dresoner Kiemwor Wassersieain may provide nypariinks 1o web-
sites ol ernms Tenhoned In ths report the INCILSon of 3 ink does not IMpiv 1hal [Diesaner Kieinwor! Wassarsian enaorsas eCommends Sf appioves any malanal on the linkeg page o gcoessibie
fror Oresaner Kemnwort Wassersien accapls no responsibiity whaisoever 1or any such malena! nor for any conseguences ol 1s use This repon s tor the use of The addiessees only bul s no o

- br rered upor as authontgve ol taker in substitufion 101 the exercise of udgmen: bv any 1ecipent TMis repor :§ being supphed 1e you solelv m vour capacity as a protessional insttuhcnhal invesior tor

r voul nlormales ang may Nt be teproouced. redisthbuled o passed On 1o any ofher Person Of PUBISNEC It whole 01 17 parl 10t any DUIDOSE. withou! the pror whiten consent of Diesanat Kieinwort
Vvdseetsies Drewdner Klenwort Wassersien may disitibule repons such as s it harg copy electronicaliy of Dy Yiscetas! In this nohce "Drasaner Kenwor Wassarsiein means [resdnet Bank
Al ang ot Dresdnes K.einwort Wassersiein Securiies Limted and any of then aflilaled or associalea companies anz ther gipdors ofers represeniaives o employees and/or any persons
cannectes wiik 1nem Additional infarmation on the contents of this report is avaliable on regques!

' € Dresone Kunwor: Wissersten Securflies o miled 20072

. DRESONER KLEINWORT WASSERSTEIN RESEARCH - RECOMMENCATION DEFINITION

e
Lxiwnt & ANCTRISC NAOC CANOCTPS DOTDIMANIE CreT NeXT i
By V5 o QIRALET INGEASE 1N ShAM DIk e e S A0f, gecigase n share prce
i BER 0T nCeaNse 1 shale Drce S 10% OF MNe Cecrgase 1 shdte pce
el % e - 5Te vaTWhon N sNare pce
2588 G DRwd H381= D2
H
H
L
k
i
L
i
1
1

£ Dresdner Kierwor: Wassersien




